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Issue Area: Federal Procurement of Goods and Services:
fea onableness of Prices Under Negotiated Contiracts and
Subcontrarsts (1904) ; Accounting and Pinancial Reporting
(2800) .

Contact: Procurement and Systems Acquisition Div.

Bu.get Function: National Defense: Military Assistance (052);
Miscellaneous: Financial Managemwent and Information Systeas
(1002, .

A limited evaluation of the adeqiacy cf Department of
Defense procedures to determine coniractor compliance with cost
accounting standards and regulations disclosed numerous
instancas of contractor noncompliance. Findings/Conclusions:
The evaluation was directed toward the work of the Defense
Contract Audit Agency, vhich has basic respoasibility for
ensuring contractor compliance. In additicn to numerous
identified i:zztances of noncompliance, some have gone undetectel
because the Agency does not have adequate controls to ensure
that all significunt provisions of the standards have been
included in the reviews of contractor compliance. The Agency is
considering a "control schedule for compliance reviews" which
would identify cost acccunting standard provisions significant
to a particular contractor based on potential for impact on
contrict costs, and which would significantly iwprove the
planning of compliance reviews. Recommendations: The Agency
should proceed with the further development and implementation
of the contrecls needed to assure that sufficient audit coverage
is given to contractor compliance with cost acccunting
standards, rules, and regulations. (DJM)



UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

JUN 08 1977

Mr. Frederick Neuman

Director, Defense Contract
Audit Agency

Cameron Station

Alexandria, Virginia 22314

' Dear Mr. Neuman:

We completed a limited evaluation of the adequacy of
procedures and practices followed by the Department of
Defense to determine contractor compliance with cost
accounting standards, rules, and regulations. within the
Department, admiasstrative contracting officers are
cesponsible for administering cost accounting standards and
éetermining contractor compliance. Although the final deci-
gion regarding contractor compliance rests with the contract-
ing officers, basic responsibility for .valuating contractor
complianca was delegated to the Lefense Ccntract Audit Agency
as part of its audit activities. Therefore, we primarily
directed our evaluation toward the work perrformed by your
Agency. In a separate review, we are 2valuating the Depart-
ment's settlement of noncomwpliance cases identified and
reported by your auditors to the contracting officers.

We examined the work performed by your Agency at three
contractors. These contractoys were selected because they
represenied a diversified universe--twe were major, large
volume suppliers to the Departmant while one was a relatively
smallér supplier. At two of the locations, contracts were
administered by the Defense Contract Administration Service
offices, while at the other they were administered by an Air
Force plant representative office. Further, the two larger
contractors were audited on a continuous basis by a resident
staff while the smaller contractor was audited on an as-needed
basis by auditors assigned to a nearby branch office. The
auditors responsible for review of the three contractors'
activities were assigned to two different Audit Agency reaionail
offices,

We found that the procedures and practices foilowed by the
auditors have resulted in their identification of numerous
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instances where the contractors wer2 not in compliance with the
cost accounting standards. However, som2 instances of noncompli-
ance have Jcae undetected pecause, in our opinion, your Agency
did not have adeguate controls to insire tnat all significant
orovisions of tiue standards have been included in the reviaws

for cont actor compliance.

Your Ageacy is considering implemanting a procedure waich
coulid provide tne type of control we believe ic essential., aAas
discussed on paje 4, we recommend tnat you further develor and
implement tne needed controls.

DEFENSE CONIRACT AUDIY AGENCY
PROCFDURES _AND_PRACTIZES

your Agency's procadures orovide for reviews of a
contractor's initial disclosure statement of cost accounting
cractices and subszguant changes to determine compliance with
cost accounting standaras. In addition, audits are to De
accomplished during the nerformance period of covered contracts
to ascertain that 2 contractor's practices conply with its
disclosure statement and cost accounting standards. The oro-
cedures state that a determination of compliance will be aade
during the auditor’'s normal reviews of a contractor's incurred
costs, price propcsal evaluations, and functional audits which
evaluate a systam or cost account for nroprizty of char3jes and
equity of allucations. !liowever, the procadures provide for
separate audits to determine compliance when there are littlz
or no usual audit requireaents for a particular contractor.

The auditors had ideatified and reported 30 instances wnere
the 3 contractors wece not in compliance. wonceapliance was
found most fregquently witn respect to Standards 401, Consistency
in Estimating, Accuamualating and Reporting Costs and 402, Consist-
ancy in Allocating Costs Incurred for the Samz Purpose. The
auditors identitied 14 instances of ncncompliance during reviews
of initial or revised disclosure statements and 7 instances of
noncompliance during reviews of contractor pronosgals. Other
noncompliance determinations resulted from reviews of contractor
pillings, progress payments, projected overhead rates and incurred
overhead.

we found that orescribed audit procedures generally had
been followed. when the contractors initiatsd accountingj system
changes, or new standards were issued, cormplianca was ascertained
primarily through reviews of the contractors' published account-
ing procedures. Evaluations of the contractors' practices to
determine coimpliance were inteqgral carts of all audit efforts.
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4 However, our evaluation of planning ror detailed examinations
revealed that your Agency did not have a control system thqt
separately identified the extent to which contractor practices
had been evaluated for compliance with provisions of the
standards. Planning of future aucdits was accomplished by the
auditors considering the magnitude >f expenditures, historical
audit experience in the specific area, and how recently the
particular cost area had been audited. Although this process
did consider to some extent the results of prior reviews, it
did 1w0c assure that sufficient audit work was done to determine
whether the contractor fully complied with cost acccunting
standards, rules, and regulations.

Our review of the detailed audit work for selected
standards indicated that the auditors evaluated the contrac-
tor's compliance with manv ¢f the provisions in the selected
standards. However, some cost accournting standar.d provisions
were not addressed.

At two of the contractors we made limited tests of
selected accounting practices not addressed by the auditors.
W2 found instances at each of the contractors where existing
accounting practices did not comply with the standards. Because
cf the limited scope of our examinaticn, we did not attempt to
measure tne significance of the noncompliances.

Your headquarters representatives told us that audit
effort was directed to those areas pbelieved to have tae greatest
potential for cost savings. Further, they said that since effec-
tive coverage of the contractor's compliance with cost accounting
standards is inherent to this system of planning, it is unnecessary
to yive it special consideration in the prlanning process. However,
with the increasing number of standards, the nossible value of a
supplemental management tool to assist in monitoring compliance
tests is recognized.

Agency officials showed us a relatively new management
control procedure whicn is being considered by headquarters
personnel and is being tested at selected sites. Under this
hew procedure, the auditor cdetermines which cost accounting
standard provisions are siqgnificant concerning the particular
contractor based on a materiality criterion, A provision is
considered material if noncompliance would have a significant
irpact on Government contract costs or the administrative and
audit efforts. Planned audits are reviewed to determine if
compliance reviews can be included as a part of thase audits.
If the compliance reviews cannot be included, sevarate audits
are to be programed. A control schedule will show the planned
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review of each cost accounting standard and whether the
contractor complied or aid not comply with the standaid.

s s st &

Your Agency teviews have included evaluations of the
contiractors' op=esrations for compliance with cost accounting
standards, irules, and regqulations. This effort has resulted
in numerous violations being id2ntifiec and reporteda. Howevel,
systematic controls to miovide for ettective evaluation ot
contiractor practices fo: compliance with provisions of the
standatrds shoula be improvea. Fuirther, oul tests of contractol
practices revealea noncompliance in areas not adulessed ny
your Agency. Since the aualt plroceautes ana practices followea
by youlr auditoirs were generally prescrived tor agency-wide
application, we would not expect this situation to vary
substantially at other leccations.

Your Agency is consideling a "contirol scheaule fou
compliance reviews" wnich would identify cost accounting
standara provisions signiticant to a particulal contiractor
based on potential for impact on contract costs. “his
schedule would show the results of audit work accomglishea
and provide a basis fo. planning adaitional work necessalry.
We believe implementation of this proceaure woulu signifi-
cantly improve the planning of compliance teviews, piLoviding
the c1iteria established to identify significant standard
provisions include all provisions that materially atfect the
contractor's accounting system.

RECOMMENDATION

We recommend that you proceea with tne {uithei aevelooment
and implementation of the contiols needed to assure that
sufficient audit coverage is given to contiactor compliance
with cost accounting standaids, rules, and regulations.

We would appreciate your comments on this matter and
would be pleased to discuss any questions that you may have,
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We are furnishing copies of this report to the Secretary
or Defense, Office of Management and Buuget, and interestea
concressional committees.

Sincelrely youls,

R.'W: Gutmann
Dlrectol





